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TESTIMONY OF TOM BRODERICK

(Docket No. U-0000-94-165)

INTRODUCTION AND SUMMARY

Please state your name, address, professional background and experience, and

whom you are representing.

My name is Tom Broderick, 6900 East Camelback Road, Suite 800, Scottsdale,
Arizona 85251. I am a contract Regulatory Consultant for PG&E Energy Services
Corporation (“Energy Services”) and am presenting testimony on behalf of the
Arizona School Boards ASS(’)ciation, Inc. (“ASBA”) in this proceeding. My

background and experience appear in Attachment TB-1.

Please briefly describe the Arizona School Boards Association and its

members.

ASBA is a nonprofit corporation, the members of which are the governing boards
of more than 210 of Arizona’s 225 public school districts. Approximately 725,000
students attend ASBA member schools. The ASBA was formed in 1949 to advance
and protect the interests of Arizona’s public schools in public forums. Public

school districts are major consumers of electricity in the state.
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Please explain why a representative of Energy Services, a prospective new
entrant electric services provider in Arizona, is presenting testimony on behalf

of an entity such as ASBA in this stranded cost proceeding?

Expert testimony in regulatory proceedings is but one of a number of unregulated
value added energy-related services Energy Services provides to customers. Energy
Services recently acquired the consulting firm of Barakat & Chamberlin and, as a

result, possesses significant regulatory consulting resources.
Please summarize your testimony.

The purpose of my testimony is two-fold. First, to present for the Commission’s
consideration a proposal under which Arizona’s public schools would receive a
variance or exemption from stranded cost recovery responsibility. This proposal is
based on public interest considerations. Second, in response to the procedural
orders previously issued in this proceeding, I will offer comment upon certain

aspects of Issues 6 and 1 identified in those orders.
Please describe ASBA’s proposal for a variance or exemption.
The Arizona schools have a strong and compelling public interest in paying little or

no stranded cost in connection with the transition to a competitive electric industry

in the state. Arizona school funding currently ranks 45™ in the nation and is in a
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state of crisis. This crisis extends to both funding of capital requirements and
keeping péce with inflation in maintenance and operation expenses. Any reduction
in electric bills would significantly lower the cost of educating K—12 students in
Arizona and, thus, make funds available for educational purposes and / or lessen the

education-related burden otherwise borne by Arizona taxpayers.

Through its appearance in this proceeding, ASBA is requesting that the
Commission expressly grant an exemption for Arizona public schools from any
stranded costs which may ultimately be determined by the Commission to exist as a
consequence of implementation of its electric competition rules. Such exemption
should also include exemption from any early stranded cost recovery that occurs
from the date an exemption is granted until the date when schools have choice of
supplier. ASBA believes the predicate to such a public interest exemption already
exists within the general context of the electric competition rules and the specific
language of R14-2-1615 ( C ) of the rules. That Section provides for Commission
consideration of “variations or exemptions from the terms or requirements of any of
the rules...[when] the public interest will be served by the variation or

exemption...”

ASBA believes that the creation of a variance or exemption for Arizona public
schools from any responsibility for payment of stranded costs would be consistent

with the public interests of the State of Arizona and its residents and taxpayers.
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ASBA welcomes the opportunity to provide additional information to the

Commission if that would be helpful to its decision-making.

ISSUE 6 (WHO SHOULD NOT PAY STRANDED COSTS)

Should ASBA’s members pay stranded costs?

Why not?

As previously indicated, electric rate reduction resulting from an exemption from
stranded costs would significantly benefit the students who attend public schools

and / or Arizona taxpayers.

Please describe the fact situation for Arizona’s public schools and discuss the

public interest arguments in their favor:

The situation is:

1.  Arizona schools funding ranks 45th lowest among the nation’s 50 states. This
unfortunate state of affairs is due, in part, to the fact that funding for the

maintenance and operations of schools has failed to keep pace with inflation
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for nine of the past ten years. The Legislature also is currently under a

judicial mandate to devise a more equitable system of funding capital facilities

and equipment. Clearly, obtaining additional revenues for public schools in
Arizona will be extremely difficult and, thus, achieving all possible cost
reductions is imperative.

Electric rate reductions could beneficially factor into an overall solution to
improvement of Arizona school funding.

Schools in low property wealth districts and schools with older facilities are
likely to be the least efficient consumers of electricity today and stand to
benefit the most from electricity price reduction by virtue of their
corresponding greater electricity consumption.

A number of parties have proposed that stranded cost recovery be in
proportion to current rate design. Yet, some schools may have little or no
operations during Arizona’s hot summer months and some may not have air
conditioning, yet the design of their current utility tariffs does not fully
consider the benefits of such off-peak consumption.

Ultimately, if Arizona’s schools pay any stranded costs, they generally will be
paid from money that could otherwise go into classrooms and / or passed on to
Arizona’s residences and business through taxes higher than otherwise to fund
schools. In the latter instance, it makes no sense to impose the public schools’
allocation of stranded costs on residences and businesses that are already
being asked by the utilities to pay stranded costs on their own homes and

business facilities. It is simpler to exempt the schools.
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At least one utility, APS, believes there will be significant loss of tax revenues

in Arizona as a result of electricity competition. The highly publicized and so
called “Pollock” study predicts a $1 billion loss in state and local taxes. The

study also discusses the potential for shutdown of power plants in Arizona:

Based on what has happened in other industries that have been
deregulated, and based on what has happened to generation

capacity in the United Kingdom, it would not be unusual to

see uneconomic assets, in terms of generation capacity, being

closed down. Plants at risk are those with high variable, but
potentially avoidable costs, in such areas as fuel expenses,

payroll and property taxes that exceed current market prices,

such as coal plants facilities. The APS Cholla plant in Joseph

City, Arizona, Tucson Electric Power’s Springerville plant and

Salt River Project’s Coronado facility could someday fall into )
this category. (Pollock testimony, page 18.) |

For example, the plant (Cholla) represents 97% of the full cash
value in the Joseph City School District and 96% of the Joseph
City School District’s funding comes from local property
taxes. (Pollock, page 20.)

APS’s CEO Mr. William Post cited the study in a February 28, 1997, letter to

the Arizona Legislature and then Governor Symington.

Therefore, APS has endorsed a study that predicts devastating revenue loss or
significant tax shifts for some Arizona schools and has also requested that
those same schools pay stranded costs. If the envisioned impact of
deregulation on school finance is likely to occur, then clearly it is appropriate

to exempt schools from stranded cost recovery.
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How should the utilities recover any shortfall resulting from exempting the

Arizona schools?

This is a policy call for the Commission. The ASBA is of the opinion that any
shortfall should not be recovered from other utility customers, but left for the utility
to mitigate or absorb. The ASBA’s opinion is based, in part, on the tremendous tax

relief utilities have received in recent years.

The shortfall created by a schools exemption is likely a small amount relative to
total utility revenues. I estimate the Arizona K—12 grades contribute no more than
1 to 2 percent of statewide electric utility revenues. The affected utilities could
easily confirm this statistic. Assuming stranded costs are 10% of total utility costs,
then stranded costs attributable to Arizona’s schools are no more than 0.1% to
0.2% of statewide electric utility revenues. Thus, while being relieved of these
costs will be very important to schools, the reduced revenue will be of little

consequence to the utilities.

ISSUE 1 (RULES CHANGES)

Are changes to the Commission’s electricity restructuring rules necessary in

order for the schools to prevail?
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A. No. In fact, the basis for ASBA’s request has its origins in the electricity
restructuring rules themselves. Section R14-2-1615 ( C ) of the Commission’s

December 26, 1996, electricity restructuring rules states:

The Commission may consider variations or exemptions from
the terms or requirements of any of the rules in this Article upon
the application of an affected party. The application must set
forth the reasons why the public interest (emphasis added) will
be served by the variation or exemption from the Commission
rules and regulations.

Hence, under the current rules the schools could file an application for an
exemption from Section R14-2-1607 (Recovery of Stranded Cost)-and set
forth the reasons for why the public interest is served by a Commission
approved exemption from stranded costs. And, although it would
additionally make sense for the Arizona schools to be eligible for direct
access no later than January 1, 1999, in order to obtain competitively priced
electricity, this is not absolutely necessary for the schools to be granted an

exemption from stranded costs.

Q. Areyou suggesting that the Commission established a new avenue for
obtaining rate concessions from affected utilities in their December 26, 1996,

electricity restructuring rules?
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In essence, yes. For a number of years, the Commission has approved rate
reductions from tariffs or special contracts for customers that successfully
demonstrated a viable competitive alternative. For example, the threat of customer

self-generation has led to reduced electric prices.

As the ASBA and I read the Commission’s electricity competition rules, it appears
the Commission has established a similar exemption for customers successfully

demonstrating the public interest will be served through a granting of an exemption.

Has any entity to-date applied for an exemption under Section R14-2-1615

(C)?

Not that we are aware of. Thus, the schools could be a test case for this new

standard.

Do you believe the Arizona public schools should be granted an exemption

from paying stranded costs?

Yes. I believe granting the Arizona public schools such an exemption is strongly in
the public interest. The ASBA requests the Commission grant, in their Order in this
proceeding, an exemption from paying stranded costs for the Arizona public
schools to further the public interest. The ASBA requests the exemption be made

effective upon the date of the Order so as to also exempt the public schools from
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program is an example of such an early recovery program.

Q. Does Energy Services support stranded cost recovery by the Affected Utilities?

A. Yes. As Douglas A. Oglesby testified, Energy Services supports a reasonable
opportunity for Affected Utilities to recover stranded costs but only if they
voluntarily sell generation assets. However, we note that the Commission has
created exemptions from stranded costs for self-generation and demand-side
management. ASBA has asked Energy Services to assist it in demonstrating to the
Commission that the public interest also warrants an exemption from stranded costs
for Arizona’s public schools, and we are pleased to be able to provide our expertise

on their behalf to obtain lower electricity costs.

Q. Does this conclude your testimony?

A. Yes.

98-04/ASBA Broderick testimony.doc/1-16-98
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Attachment TB-1

Professional Background and Experience
of
Tom Broderick

Mr. Broderick has 14 years of experience in regulatory and economic issues in
the electric industry. Currently, he is a Regulatory Consultant for PG&E Energy
Services. His responsibilities include electric de-regulatory advocacy and
analysis in Arizona, New Mexico, Utah and Nevada. He has recently testified in
the Arizona, New Mexico and Utah legislatures on electricity deregulation. He
has been an active participant in the Arizona Commission’s recent work groups
on electricity restructuring.

Prior to consulting for PG&E Energy Services, he was employed by Arizona
Public Service Company from 1984-1996. At APS, Mr. Broderick served as
Regulatory Economist, then Regulatory Affairs Supervisor, then Forecasts
Department Supervisor and Chief Economist, then Planning Manager. In these
various capacities, he prepared testimony for APS personnel or for himself in
numerous rate cases, prudence audits, and integrated resource plan hearings.
Mr. Broderick was responsible for preparation of APS’s load forecasts for many
years. Beginning in 1994, Mr. Broderick was responsible for analysis and
strategy recommendation in preparation for electric deregulation.

Prior to joining APS, Mr. Broderick was a Marketing Research Analyst for Miller
Brewing Company, Milwaukee, Wisconsin. Before that, he was an Economist for
an Illinois state agency that regulated hospitals.

Mr. Broderick holds a Master of Science from the University of Wisconsin -
Madison and a Bachelor of Science from Arizona State University.
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TESTIMONY OF DOUGLAS A. OGLESBY

(Docket No. U-0000-94-165)

INTRODUCTION

Please state your name, address, professional background and experience, and

whom you are representing?

My name is Douglas A. Oglesby, 345 California Street, Suite 3200, San Francisco,
California. I am Vice President and General Counsel for PG&E Energy Services
Corporation (“Energy Services”) and am representing it in the proceeding. My

background and experience are set forth in Attachment DAO-1.

Do you have previous experience relative to restructuring of the electric utility

industry and to proposals relating to the recovery of “stranded costs”?

Yes. I have been actively involved for many years in a wide range of electric
industry restructuring activities at both the Federal and state levels, including
extensive participation in the California restructuring proceedings. Much of this
activity has involved stranded cost issues. This activity includes my advocacy of
stranded costs policies before legislative committees of two states and before the

Federal Energy Regulatory Commission, on behalf of the Edison Electric Institute,
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the trade association for investor-owned utilities. I am quite familiar with stranded

cost recovery policies, and in particular am very familiar with California’s stranded
cost provisions and processes to date. I also am familiar with the stranded costs
implications of several recent sales of generation assets by utilities, in particular the
recent sale by the New England Electric System (“NEES”) of its non-nuclear
generation assets to Energy Services’ affiliate US Generating Company (“US
Gen”), and the sale by Energy Services’ utility affiliate Péciﬁc Gas and Electric
Company (“PG&E”) of several large fossil generation plants. Iam also either
personally active in or direct the efforts of Energy Services staff on electric
restructuring analysis and advocacy in many states having high commercial priority
for Energy Services, including Arizona, Oregon, New Mexico, Utah, Nevada,

Washington, Illinois, Texas, and Pennsylvania.

Please summarize your testimony.

This testimony advances a proposal for stranded costs determination and recovery
for the Arizona utilities which is both fair to Arizona electric customers and to the
utilities and their shareholders, and which will encourage the development of
competitive electric markets. This proposal is predicated on the divestiture of the
generation assets of the Arizona utilities. Recent utility generation asset sales have
resulted in sale prices well in excess of the depreciated book value of the assets.

These sales have therefore not only established a market valuation for the assets’
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value, but have also permitted the utilities to credit to their ratepayers the premium
over book, enabling them to “buy down” their stranded costs. In all cases of which I

am aware, the sale proceeds exceeded the utilities’ expected revenues.

A stranded costs valuation and recovery program must (1) afford the utilities a
reasonable opportunity to recover all legitimate, verifiable and non-mitigatable
stré.nded costs in a (2) competitively neutral manner over (3) a relatively short
transition period. These three criteria are essential in order to encourage a
competitive market in electricity to develop and to enable Arizona consumers to
achieve substantial reductions in the delivered cost of electricity as soon as
reasonably practicable. Our proposal satisfies these three criteria. It is premised on
the Arizona utilities’ voluntary divestiture of their generation assets, both nuclear
and non-nuclear. Sales of non-nuclear generation are very likely to result in sale
prices well in excess of the assets’ depreciated book value. Therefore, if a utility
elects to keep its generation on a regulated basis rather than to sell it, that asset’s
market value would be deemed to be its depreciated book value, resulting in no
stranded cost attributable to the retained generation. Sale proceeds in excess of book
would be credited against other potential stranded costs, such as regulatory assets

and nuclear decommissioning costs.

Nuclear assets would be treated somewhat differently because of the greater

uncertainty that their offer for sale would generate above-book bids. If no viable bid
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is made, or if the highest bid is nonetheless below book, the difference between

market and book value would be the nuclear component of stranded costs.

All stranded costs would be recovered through a non-bypassable Competition
Transition Charge (CTC) over a period of four years. At the end of this four-year
period, the CTC would be eliminated, and all cost recovery by the utilities would be

on a market basis.

Each utility would develop for Commission review and approval a standard offer
tariff for the provision of delivery and supply services to their customers who are
not eligible for or do not choose an alternative supplier during the phase-in period
before all customers are eligible for direct access. This tariff would include charges
for regulated transmission, distribution, public benefits charges, the CTC, and
energy. The price for the energy component of this standard offer tariff would be
the market cost of the utility’s power purchased to meet this supply obligation. The
difference between this purchased power cost and the Commission-approved
nuclear revenue requirement on a kilowatt-hour basis would be the nuclear
component of the CTC. In effect, then, this difference is the difference between

market value and book value of the nuclear investment.




10
11
12
13
14
15
16
17
18
19
20

21

1I.

GENERAL CONSIDERATIONS AND A PROPOSED SOLUTION
Who is Energy Services and what are the nature of its business activities?

Energy Services is an unregulated subsidiary of the diversified energy holding
company, PG&E Corporation, headquartered in San Francisco. Energy Services
sells gas and electric commodities and a wide range of other energy-related
products and services nationwide, including Arizona, where it has had an active
sales office for about two years. Energy Services’ activities are not regulated by the
California Public Utilities Commission (“CPUC”) or any other state commission,
and it is structurally, organizationally, functionally, operationally, and financially

fully separate from its utility affiliate Pacific Gas & Electric Company (“PG&E”).

Has Energy Services previously participated in proceedings before the

Commission involving restructuring of the electric utility industry in Arizona?

Yes. Energy Services has actively participated in this Commission’s retail

competition proceedings since it issued its proposed rules in mid-1996, and has

. attended and submitted comments in several of the Commission-established

working groups, including the three subcommittees on stranded costs.
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Has Energy Services also been active as a party in the litigation in Maricopa
County Superior Court involving the Commission’s Decision No. 59943 and

the Electric Competition Rules?

Yes. In that case we have actively supported this Commission’s authority to issue

its retail competition rules and to restructure the Arizona electric industry.

Why is PG&E Energy Services interested in the outcome of stranded cost

issues in Arizona?

Arizona is an important market for Energy Services. Energy Services has very
ambitious business objectives and Arizona’s attractive customer markets, and its
close geographic proximity to California make Arizona a very attractive location for

us to do business.

However, the methods adopted by this Commission for stranded cost calculation
and recovery and related incentives will dramatically impact the ability of my
company to compete successfully in Arizona. Throughout 1997, we have
repeatedly advocated in Arizona regulatory and legislative forums four basic themes
regarding stranded cost recovery: First, as a condition to being permitted the
opportunity to recover stranded costs, an Affected Utility must enable those

customers eligible for direct access the opportunity to purchase competitive electric
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1 supply at prices lower than those of the Affected Utilities. Second, stranded cost
2 recovery must be a competitively beneficial or, at a minimum, a neutral factor in
3 an eligible customer’s decision to select an alternative competitive supplier or
4 remain on “standard offer” tariffs. Third, Affected Utilities must not have the
5 opportunity to recover more than 100% of stranded costs, but neither should they be
6 arbitrarily limited to recovery of some lesser percentage of legitimate, verifiable and
7 nén—mitigable stranded costs. The utilities should be provided a reasonable
8 opportunity to recover their stranded costs over a limited transition period of 3-5
9 years by way of a non-bypassable competition transition charge (“CTC”). CTC
10 exemptions should be limited to those the Commission has already adopted for self-
11 generation and demand-side management and those that qualify for an exemption
12 under the Commission’s rule permitting exceptions based on the public interest.
13
14 We offer here a proposal which satisfies each of these criteria.
15

16 Q. Please describe your proposal and discuss the reasons why Energy Services
17 believes it is responsive to the indicated criteria.
18

19 A. Anessential premise of our proposal is this Commission’s continued steadfast

20 commitment to permitting Arizonans to choose their electricity supplier. To
21 summarize, under our proposal a utility would be permitted an opportunity to
22 recover its generation-related stranded costs during the transition period only if it
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divests its generation assets (including a good faith effort to sell its nuclear

generation). More specifically, our proposal calls for:

1.  All non-nuclear generation would be sold (to private entities only, or, if
publicly owned, through use of non-tax exempt debt) through a Commission
supervised auction. If a utility chooses not to sell all its generation by a
specified date, the generation’s market value would be presumed to be its
depreciated book value and, therefore, not to have any stranded costs. If for
any reason beyond the utility’s reasonable control, a sale cannot take place,
thc~:n the generation would be valued on the basis of the highest bid (if at least

three bids) or through an independent appraisal.

2. Proceeds from generation asset sales in excess of embedded balance sheet cost

will be applied to recovery of approved nuclear and non-generation-related
stranded costs, such as prudently incurred nuclear decommissioning,
regulatory assets, and one-time generation employee severance costs (union
and clerical only). Any remaining nuclear and non-generation-related
stranded costs would be subject to the prospect of recovery during the
transition period through the nonbypassable CTC. While the Commission has
authority to approve accelerated recovery of decommissioning and regulatory
assets, such acceleration is not necessary under this proposal, especially if
reductions in standard offer prices are sought. Recovery of these remaining

costs occurs largely through cost of service assignment to distribution even
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with recovery over normal amortization schedules. No other costs of service
would be eligible for stranded cost recovery. In the unlikely event that the
sale proceeds fail to recover the depreciated book value of the assets, the
utility would be permitted to recover the shortfall through the non-bypassable
CTC.

As previously mentioned, nuclear generation must also be offered for sale.
However, in the event that such an offer does not result in any viable bids,
recovery of the above-market investment will be permitted in the CTC.
During the transition period, the nuclear component of CTC’s would be
calculated as the difference between the standard offer price of electricity and
the net book value calculated on a per kilowatt/hour basis. If the nuclear asset
is sold, but at a price that does not fully recover depreciated book, the
unrecovered amount of the investment would be accorded stranded cost
recovery calculated as described above. Revenues from the sale in excess of
depreciated book would be treated the same as excess revenues from the sale
of non-nuclear generation. Duke Energy has just announced its interest in the
nuclear units of Ontario Hydro, so I would expect that an offer of the Arizona

utilities’ interests in nuclear units would result in viable bids.
It is certainly possible that the nuclear utilities may not be able to recover

100% of their stranded costs during the transition period, due to the magnitude

of their nuclear investment. It is also quite possible they will be able to do so.
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In any event, the utilities will be permitted to recover as much of their
approved stranded costs as they can during the transition period. The

California investor owned utilities were faced with much the same prospect,

" and they responded by restructuring their nuclear assets through such

techniques as accelerated depreciation and, in the case of Diablo Canyon,
PG&E’s nuclear plaﬁt, foregoing authorized price increases in that plant’s
performance-based settlement agreement. The result was that PG&E is
voluntarily foregoing billions of dollars on a net present value basis of its
nuclear generation profits. Arizona utilities should be expected to do likewise
in order to provide a fair opportunity for Arizonans to enjoy the benefits of
competition and to be penﬁitted to recover the great bulk, if not 100%, of their
non-nuclear stranded costs without the operating risk to which they would
otherwise be exposed under a traditional regulatory regime which requires that
the assets must be used and useful to warrant recovery of their costs in base
rates.

As a method of increasing bids for power plants, the Commission could
establish non-bypassable property tax adjustment clauses for actual property
taxes due on the (presently) Arizona utilities’ owhed portions of Palo Verde,
Coronado, Sprinéerville and Cholla power plants. The property tax clauses
would collect actual property taxes due (subject to capping at present dollar
amounts) from each utility’s existing retail customers in regulated distribution

charges for the remaining life of each identified plant based on applicable
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state tax law regardless of who is the owner. Future capital additions would
be excluded from recovery in these clauses. Thus, the new plant owners
would not be burdened by Arizona’s property taxes and bids would
accordingly be much higher. As a result, proceeds to Arizona’s utilities from
asset sales would be greater and their remaining stranded costs much lower.
Such clauses will not only improve the competitiveness of each of these plants
but also address alleged rural Arizona property tax losses resulting from
electricity competition.

5.  The financial responsibility for nuclear decommissioning would remain with
the existing customers of nuclear utilities. This should result in higher bids

for nuclear assets.

In item 3 above, did you indirectly say that under a net revenues lost method

PG&E did not receive 100% stranded cost recovery?

Yes. PG&E has an opportunity to recovery nearly 100% of its stranded costs based
on market methods, but this is much less than 100% based on a net lost revenue
method. This is a direct result of the reduétions PG&E made in the prices
authorized in its Diablo Canyon performance-based agreement, the CPUC’s
reducing the allowed return on generation equity to 90% of the embedded cost of
debt to reflect reduced risk associated with stranded cost recovery, and the relatively

short 4-year recovery period, which puts the utility at substantial market risk that
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stranded costs might not be fully recovered prior to expiration of the transition

period.
How would your recommendation impact the state’s major regulated utilities?

TEP has no nuclear, and therefore no nuclear decommissioning costs, and I am
informed relatively low regulatory assets. Hence, it would retain its surpluses from
asset sales and, thus, stands to do relatively well under this proposal. APS would be
allowed to continue to collect its substantial regulatory assets, although not
necessarily on an accelerated basis, and its nuclear decommissioning costs and
could receive tax clauses on both Palo Verde and Cholla power plants with the

resulting economic benefits previously mentioned.

As aresult of property tax clauses on recent vintage power plants and the relief
from nuclear decommissioning financial responsibilities, Arizona’s utilities that
believe they have stranded costs will have strong incentives to sell under a timely

deadline.

In summary, with the exception of nuclear, if a utility is not willing to voluntarily
sell its generation assets within established deadlines, then it would receive no
additional stranded cost recovery and no property tax clause. This program could

begin immediately and be largely completed in 1998, although nuclear sales may

12
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take somewhat longer. The major impact of asset sales on unbundled tariffs could
be determined in late 1998, just prior to the start of competition. Hence, the basic

design of unbundled tariffs can continue on a separate parallel course.

Why does Energy Services strongly prefer an asset sale over other market

based methods?

It is by far the fairest method to recover stranded costs from Arizona retail
customers and yet allow for stranded cost recovery. Retail customers pay stranded
costs (decommissioning, regulatory assets, and severance) only after the utility
applies the proceeds from the highest bid to its stranded costs. Other methods,
which rely on forecasts or assumptions of market price are based on averages. I
don’t know of anyone that would sell a home, car or business based on an average
of offers they receive. | Rather, people sell to the highest bidder. This creates the
most value. Everyone’s expectation of future price is always different. Why would
the Commission want to use an average expectation and risk making retail

customers pay more than what’s actually stranded?

In the case of the NEES sale, some losing bidders are saying that US Gen paid

too much. Are NEES’ retail customers saying that?

13
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No. NEES’s customers should be delighted with the sale, since the price US Gen

paid was about 140% of the depreciated book value of the assets sold. NEES’s
retail customers will pay less in stranded cost as a result. The market price for

electricity is independent of NEES’s sale price.
What do you mean by “creating” market value?

In New England, for instance, the winning bid exceeded expectations. This
occurred, in part, because the US Gen’s winning bid included an incentive payment
of $225 million to NEES if they open their markets to retail competition no later
than January 1, 1999. Payments decline substantially for dates thereafter. It is only

through asset sales that value can be created.

It is apparent to outside observers that Palo Verde nuclear station is Arizona’s
primary stranded cost problem. Regulatory assets and decommissioning are largely
nuclear related. Property taxes are also significant for nuclear plants. Energy
Services’ proposal specifically allows recovery for identifiable components of
nuclear costs and creates an opportunity for Arizona’s utilities to sell their nuclear

generation assets at prices above net book values.
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Do existing stranded cost recovery programs in Arizona cause you concern?

Yes. APS, for example, in its Rate Reduction Agreement, is currently recovering
$110 million annually in stranded costs relating to regulatory assets prior to the
onset of retail competition. Yet this Rate Reduction program neither requires APS
to undertake any real steps to prepare for competition nor even to provide genuine
assurances of that eventuality. Rather, APS now has strong incentives to delay the
onset of competition in Arizona and, in our opinion, that is exactly what it and the

state’s other major utilities are doing.

Do you think that the Arizona utilities will cooperate to foster retail
competition if the Commission first allows them to recover their stranded

costs?

No. The existence of stranded costs is a double edged sword. On the one hand,
recovery is a major issue to solve. On the other hand, recovery can provide
incentives to cooperate. Several utilities across the nation with little or no stranded
costs are stalling competition in their own territories. Take Utah for example.
PacifiCorp’s unit Utah Power and Light is stalling competition in that state despite
having generation costs of only 2.5 cents per kilowatt hour. Utah is thus struggling

with finding the means to motivate PacifiCorp to cooperate. PacifiCorp has also

‘sought to avoid application of the California restructuring orders to its California
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customers. PacifiCorp, however, is actively participating in advancing Nevada’s
restructuring process. We see this time and again: In fact, TEP’s chairman Charles
Bayleés is a staunch advocate of retail competition outside Arizona, but resists it
mightily in his backyard. APS is actively marketing at retail in California, having
opened an office in the Los Angeles area and successfully obtaining electric service
provider status in the Sacramento Municipal Utility District’s retail program. There
is a very real effort by many utilities, including Arizona’s, to stall competition on
the home front while aggressively seeking to advance and reap its benefits

elsewhere.

In California, there is a tremendous momentum behind competition despite the
delay in direct access from January 1, 1998, to March 31, 1998. Considering all
that has occurred in California the past 18 months, it is remarkable that the
California ISO / PX will only miss the start date by 3 months. Despite the delays
caused by the unnecessarily complex ISO/PX systems, the fact that California is
continuing to move forward on retail competition with the cooperation of the state’s
major utilities can only be attributed in large part to California’s explicit linking of
stranded cost recovery to the timely onset of competition and asset sales. Many
other aspects of California’s restructuring are on schedule including fossil asset
divestiture and residential rate reductions (10%). Our asset sale proposal assures

Arizona there will be competition following stranded cost recovery.
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III. ISSUES OF PARTICULAR IMPORTANCE TO ENERGY SERVICES OR

THE ARIZONA SCHOOL BOARDS ASSOCIATION

Which of the issues identified in the Initial Procedural Order are most

important to Energy Services?

All of the issues are important, but Issues 3 (calculation method), 8 (price caps), 9

(mitigation), and their impact on 1 (rules) in that order are the most important to us.

With regard to Issue #3, what costs should be included as part of “stranded

costs”?

Only legitimate, verifiable and non-mitigatable costs imposed by the onset of
competition should be eligible for the prospect of stranded cost recovery. For
instance, unamortized regulatory assets and nuclear decommissioning costs would
be eligible for recovery but only under an asset sale scenario. As previously
discussed, property taxes could likewise have an adjustment clause in order to

increase bids and further the public interest.

However, an avoidable cost that is simply unaffordable at competitive prices should
not be allowed recovery. For instance, marketing and sales expenses, corporate

overheads and all other avoidable or semi-avoidable costs allocated to competitive
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services should not be allowed recovery as stranded costs. Competitive services in

this case also includes the standard offer sale of energy. This is because it is the
energy component of the standard offer tariff that will be the competitive product.
Energy service providers, such as Energy Services, will have to compete with the
standard offer energy price in order to market successfully in Arizona. Some one-
time employee severance costsrmay be an appropriate exception, depending on the
circumstances. California’s Iegislatién permitted recovery as stranded cost only
severances for union and clerical employees. The job market for professionals is

very strong today.

In addition, the Commission must be sure to include all prior amounts of stranded
cost recovered by the affected utilities in their determination of the total amount of
recoverable stranded costs. In this regard, APS’ accelerated recovery of regulatory
must be accounted for in determining the total amount of stranded costs APS will

be permitted to endeavor to recover during the transition period.
With further reference to Issue #3, how should those costs be calculated?

Net revenues lost methods should not be used. Net revenues lost is an arbitrary
method which inevitably leads to a reduction in incentive to mitigate and a reliance
on assumptions and computer models, not market realities. Periodic true-ups do not

solve the problems inherent in a net revenues lost method. A revenue lost approach

18
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1 also carries a very high risk that costs will be recovered which should not be
2 accorded stranded cost treatment, such as marketing and sales costs.
3
4 Net revenues lost can also mislead customers about eventual rate decreases upon
5 expiration of stranded cost recovery. In other words, a subsequent increase in
6 regulated distribution rates can lead to less of a rate reduction upon expiration of
7 stranded cost recovery. A utility can make such an increase in distribution rates
8 more palatable (hidden) under a net lost revenues recovery mechanism because the
9 increase will have the appearance of stranded costs.
10

11 Q. Whatapproach does Energy Services recommend?
12

13 A. Aspreviously discussed, we recommend the Commission use asset valuation as the

14 method for determining the amount of stranded costs eligible for recovery.

15 Specifically a method based on the highest bid for generation offered for sale. We
16 also believe that the utilities should not be permitted to include as recoverable

17 stranded costs any above-market costs incurred after December 26, 1996, the

18 effective date of Decision 59943. Certainly with the issuance of the retail

19 competition rules on that date, the utilities were then on notice that any new

20 investment must survive a market test. For previously stated reasons, voluntary
21 asset sales are emerging in the U.S. as the preferred calculation method. Proceeds
22 from sales can credit existing debt and corrimon equity in their current capital

19
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structure percentages, unless the Commission wants to modify existing financial

leverage. Retail customers only pay stranded costs remaining after netting

surpluses from proceeds in excess of embedded balance sheet amounts.

Arizona has no PURPA contracts and fortunately does not face above market
purchased power contracts, which is a large component of stranded costs in
California. Under our “solution,” purchased power contracts should be included for

sale in the “all other” generation category.

With reference to Issue #8, should there be price caps or a rate freeze imposed
as part of the development of a stranded cost recovery program; and, if so,

how should they be calculated?

The Commission should establish a price ceiling in the form of standard offer
tariffs. Standard offer tariffs should be available to all retail customers. Such
standard offer tariffs should be predicated on voluntary generation asset sales and
thus would recover only essential distribution, transmission, the CTC (which
recovers Commission-authorized stranded costs comprised of regulatory assets,
nuclear investment and decommissioning costs, property tax adjustment clause(s),
sales taxes, and regulatory assets), and other system benefits charges only after
crediting surplus proceeds from asset sales. Of course, standard offer must include

a generation component.
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How would the generation component price be established?

After generation sales, all generation (with the exception of nuclear if not sold) will
have been marked to market. If not sold, the nuclear plants should be deemed to be
dispatched first. Since nuclear will be insufficient to meet the nuclear utilities’
standard offer loads, they will be required to make up the difference with purchased
power. The (market-based) purchased power will be deemed the standard offer
generation price (with appropriate load factor adjustments). During the four year
transitfon period, the difference on a kilowatt per hour basis between the market
purchased power cost and the nuclear revenue requirement will be the nuclear
component of the CTC. The incumbent utilities can then offer market based
(purchased power) generation prices in standard offer. Purchases will, for a while,
largely come from market priced purchases from the new owners of recently sold
power plants. We recommend the Commission prohibit a utility from constructing
or owning power plants on a regulated basis following voluntary asset sales. Such a
ban, of course, would not apply to any unregulated and separate affiliates of the

utility.

We observe that nuclear may very well be quite competitive under Energy Services
proposal. The purchaser of the nuclear interests of the affected utilities will not be

burdened with the costs of regulatory assets, nuclear decommissioning or property
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taxes. Nuclear, will, however, in all other regards be exposed to market forces.
Inefficient management of Palo Verde could (and should) result in poor financial
performance for its new owners. We also note that if the nuclear assets do not sell,
with only a 4 year period to recover théir stranded costs, the utilities will have

ample incentive also to manage their nuclear assets efficiently.

What else should be considered in connection with use of the standard offer as

a price ceiling?

Clearly, an important consideration under this approach is the quality of the
unbundled tariffs for Arizona’s affected utilities. A mis-assignment of competitive
(generation) costs to regulated services will reduce competition because the
generation component of the standard offer will be too low and stifle competition.
For example, certain costs, such as sales, customer service and marketing, should be
assigned to the generation function because a competing electric service provider
must recover those costs in its commodity price, and does not have the option of
loading those costs on to other, regulated functions (such as transmission and
distribution) because it does not have such functions. In other words, the only way
new entrants such as Energy Services can beat a standard offer price is if that price

reflects the true costs to the utility to provide that service in the competitive market.
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We do not have a strong preference for how metering and billing costs are treated
under standard offer, except that they should be fair and properly assigned to the
appropriate function. While a complete exit from the merchant function by the
utility is inevitable, these services could be included in standard offer for some

period of time under our proposal.

In Energy Services’ opinion, our solution offers a real opportunity for Arizona. The
California option of establishing an overall rate freeze and crediting back on
customers’ bills the power exchange price, metering and billing is not available (nor
really desirable) in Arizona. First, Arizona has not established a power exchange.
Second, the commitment behind Desert Star is still not 100%, plus Arizona has a
vision of a less complicated market structure. Indeed, the California structure is
unnecessarily complex and is not essential to the creation of a true competitive

market. It should not be replicated in Arizona.

It is likely the Arizona utilities would want a set expiration date for standard offer
under this proposal. This is because standard offer is a fixed price offering and the
utilities will want to align their resource purchases to an established time frame.
Eventually, standard offer must expire. Once all retail customers are eligible for
retail access, standard offer can phase out and be replaced by competitive bidding

for default service.
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With regard to Issue #9, what factors should be considered in the “mitigation”

of stranded costs?

Ultimately, all stranded costs must be mitigated because elc;ctric rates should not be
allowed to increase as a result of stranded cost recovery. Under Energy Services’
proposal standard offer prices would likely decrease on January 1, 1999 (or earlier)
because the proposal (i) uses the highest, not average, value of assets and captures
surpluses to pay remaining stranded costs; (ii) does not require acceleration of
stranded cost components to remain in good standing with the accounting
community; and (iii) encourages mitigation through unbundling and direct
competition inasmuch as no other regulatory crutches are provided to the utilities.
An additional feature of our proposal is that the Commission needs to consider

mitigation factors only in determining regulated tariffs. These factors are:

1.  Proper allocation of costs as between regulated competitive services:
Costs must be properly assigned and avoidable costs in competitive services
must not be afforded stranded cost recovery. Rather, they should be funded
by market revenues.

2.  Service territory economic growth: Arizona is growing at a rate which
consistently places it at or near the top of the 50 states year after year. Since
there appears to be no support for excluding new customers from paying

stranded costs, we suggest new growth is a very significant source for paying
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stranded costs and / or for funding infrastructure required by competition (e.g.,

ISO). Because wholesale costs are much less than embedded revenues, new
customers are contributing marginal revenues far in excess of marginal costs.
The return on equity for generation assets: Stranded cost recovery
provides a level of assurance of recovery that exceeds that of traditional
regulation. Generation eciuity returns, as a result, can be re-aligned with risk.
Equity returns on regulatory assets eligible for stranded cost recovery should
be reduced. In California, equity returns on all generation rate base were
reduced to 90% of the level of the cost of debt for purposes of stranded cost
recovery.

The costs of competitive infrastructure: These must be explicitly addressed
or the utilities may claim that their revenues are inadequate to fund such
infrastructure as an ISO, billing interface systems, and customer education.
Although APS is presently collecting an additional $110 million in regulatory
assets, it has publicly indicated it lacks funding for at least some programs. In
other words, if not explicitly addressed, the utilities might claim every extra
dollar goes for stranded cost recovery unless it suits their purposes (e.g.,
marketing efforts in California).

Affiliate separation: Complete separation between a utility’s regulated,
monopoly services and any competitive services is essential to the
development of a competitive market. This separation requires that any

competitive services must be offered, if at all, only through a separate,

25



10
11
12
13
14
15
16
17
18
19
20
21

22

unregulated affiliated entity (which must be a separate corporation). With
proper accounting separation and transfer pricing rules, requiring that
competitive activities be conducted through a separate entity, which permits
more effective monitoring and oversight, the chances for cross subsidization

of competitive services by regulated revenues are substantially reduced.

Internal accounting controls are ineffective in ensuring that regulated services

do not subsidize competitive services. Such subsidization will impose
increased costs on ratepayers and damage competition. First, ratepayers
would bear a portion of the utility’s costs of providing the competitive service,
and second, the ability of the utility to offer competitive services at lower
prices (because a portion of its costs will be recovered in rates from
ratepayers) will squelch competition from alternative providers who must
recover all their costs of service in the prices of competitive services. It is
simply impossible to police the utilities effectively to ensure there is no cross-
subsidization of unregulated utility activities. For instance, the Arizona
utilities keep insisting their California efforts are a result of this Commission’s
request to mitigate stranded costs. However, there is presently almost no
profit potential in these efforts, only losses associated with starting up in new
markets. We cannot help but wonder whether any margin the Arizona utilities
are making on their California sales would be less than what would be
eliminated from regulated rates if the total costs of their marketing efforts in

California were known.
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Iv.

With reference to Issue #1, Should the Electric Competition Rules be modified

regarding stranded costs; and, if so, how?

Energy Services has no proposed modifications at this time. After reviewing the
testimony and exhibits submitted in this proceeding, and considering the record as a
whole, we may conclude some modifications are in order. In such event, we will

communicate our views to the Commission and the parties.
MISCELLANEOUS POINTS
Do you have additional points to communicate?

Yes. I have some additional observations from Energy Services’ experience in

other states and comments about what has gone well in California.

Is there anything of relevance in recent asset sales under California’s

mandatory voluntary fossil asset sale?

Yes. The California generation asset sales factor into “CTC” at their sales prices.
Both Southern California Edison and PG&E have accepted very attractive bids for

their fossil generation assets, Edison’s at about 2.5 times book value, and PG&E’s
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at about a 1.3 multiple. In fact, at we know that at least one Arizona utility bid on

at least one of PG&E’s plants. Of course, there are fact differences between
California, New England and Arizona, but the winning bids are so much higher than
anyone contemplated a year ago in stranded cost discussions. I know of no reason
why the result should be any different in Arizona.

Q. Does this conclude your testimony?

A. Yes.

98-04/0glesby ACC Stranded Cost Testimony.doc/1-19-98
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Attachment DAO-1

DoUuGLAS A. OGLESBY
Vice President and General Counsel
PG&E Energy Services

Mr. Oglesby is responsible for all legal matters, including customer agreements, vendor
contracts, energy transactions and regulatory representation. He is also responsible for
energy policy issues, particularly legislative and regulatory policies concerning industry
restructuring.

Mr. Oglesby has 20 years of legal experience in energy law and the utility industry. Mr.
Oglesby came to PG&E Energy Services from a major international law firm where he
was a partner in the firm’s energy practice group. As a member of the firm, he
represented large energy consumers, domestic and international independent power
developers, power marketers and utilities on a wide range of energy issues.

Prior to private practice, Mr. Oglesby was an attorney in the law department of Pacific
Gas and Electric Company, where for many years he served as Chief Counsel of PG&E’s
Electric Supply Business Unit. As Chief Counsel he was the principal legal advisor to
the Business Unit’s general manager and to PG&E’s senior management on electric

" supply matters, and was responsible for all legal services required by the Business Unit, ‘
principally relating to electric resource planning, industry structure and restructuring,
power plant fuel supply, bulk power, utility interchange, transmission and non-utility
power transactions and associated pricing and rate issues.

Mr. Oglesby’s practice has focused primarily on energy transactional matters, including
power purchase contracts and transmission arrangements, and on issues related to electric
industry restructuring. He has practiced extensively before the Federal Energy
Regulatory Commission, the California Public Utilities Commission, the California
Energy Commission, and other state and federal agencies on a wide range of energy-
related issues, including utility rates. He has counseled extensively on transmission
access and on removing barriers to transactions between energy consumers and suppliers.
For the last several years he has been actively involved in industry structure legislative
and regulatory policy issues including advocacy at both the state and federal levels on
important energy services restructuring and competitive energy market issues. Among
other accomplishments, Mr. Oglesby personally participated in the development of the
1992 National Energy Policy Act and helped shape that Act’s provisions relating to
independent power development and electric transmission. He has participated in
numerous conferences and seminars as a speaker and panelist on energy policy issues.

Mr. Oglesby obtained his law degree from Boalt Hall School of Law, University of
California, Berkeley and graduated from Oregon State University, Corvallis, Oregon,
with a B.S. in General Science. He is also a graduate of the Harvard Business School
Program for Management Development.
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